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• The statements made during this presentation that are not historical facts are forward-looking statements within the meaning for the Federal securities laws, and may involve a number of risks and uncertainties.
• T h e p h e n o m e n o n of the underwriting cycle has been well documented. The health insurance underwriting cycle demonstrated amazing regularity during 1965-1991-a six-year cycle of three years of gains followed by three years of losses. The years since 1991 have shown a different pattern, however, which has led some observers to question whether the underwriting cycle will continue into the future.
Based on my experience in the industry, the underwriting cycle will continue into the future for some insurers but not for most. This is attributable to the actions taken by insurers, both profit and not-for-profit, that will help them avoid the swings of the underwriting cycle in the future. Even for those companies that do experience underwriting cycles, the swings will not be as severe as they have been in the past.
There are six causes of past underwriting cycles that explain the cycle itself as well as the six-year pattern. These factors work in concert with each other. In this brief comment I outline these factors and what lies ahead for the health insurance industry.
Six Contributors To The Underwriting Cycle
n Claims payment cycle time. Before the recent improvements in electronic claims submission, auto-adjudication, and other technological advances, cycle time as measured from service date to payment date of a claim was often 90-120 days. This implied that at any point in time, the three or four most recent months of experience used in financial or pricing calculations were based primarily on projections of past claims data, generally per member per month claims projected forward with a trend assumption. This straight-line type of projection for the most recent months often led to a delay in recognizing that trend was turning upward or downward, causing pricing errors and earnings swings.
n Renewal dates and process. The majority of renewals for group health insurance occur on January 1; in the past, these rates were guaranteed for twelve months. For the customer, this ties in nicely with fiscal periods and with calendar-year deductibles. Renewals on any date are subject to a gap in time between the prior experience and the future pro-jection period. For example, for a January 1 renewal, the underwriter needs to release the renewal to the salesperson by October 1, and the salesperson needs to release the renewal to the account by November 1. For larger accounts, this might occur several months earlier. Therefore, the underwriter would be using paid claim experience through the end of August and projecting this experience forward. Health care actuaries often refer to the "midpoint to midpoint" rule for trend, which means that a past twelvemonth period (in this case, the twelve-month period from September 1 in year x through August 31 in year x+1) is being projected with sixteen months of trend to the renewal twelve-month period (in this case, January 1 in year x+2 to December 31 in year x+2). If one now combines this with the claims projection process mentioned above, the projection period increases from sixteen months to nineteen months, since the last three months of incurred claims are themselves based on a projection. That is a long period of projection for health care costs. If a 12 percent trend rate was used, and the trend rate should have been 15 percent, the difference on a compounded basis for nineteen months is worth 5.1 percent. That is a huge difference for an industry that usually runs pretax net gains of 3-7 percent. If most of the business renewed on January 1, then that 5 percent miss would apply to the majority of the business for a full twelve months.
n Growth versus profit objectives. In the early years of for-profit managed care, investors rewarded growth over profitability. At the point of greatest gain in the cycle, management was faced with the daunting question of growth versus profitability. If enrollment had slowed down and if management was comfortable with surplus levels, there was an attempt to lower trend rates or to take other pricing actions to improve the competitive position. This started the cycle in the opposite direction. many companies did not think that actuaries were needed. As a member of the actuarial profession, I can easily point to the lack of actuaries as one of the causal agents of swings in the underwriting cycle. Actuaries are trained in using data to analyze trends and in building financial models. However, the most difficult part of a health care actuary's job is predicting when trend rates are changing direction-either up or down; a delay in recognizing that inflection point is often the key driver of the underwriting cycle.
n Rate regulation. In states where rates for individuals, small groups, or seniors required approval from regulators, it was easier to get approval for higher rates when the plan's surplus position was low than when it was high. It was also difficult to convince regulators that trend was accelerating when this could not be statistically demonstrated from prior experience. Depending on the size of these blocs of business, this might compound the effect, so that when the surplus position is at its highest and the plan starts trying to raise enrollment in response to competitive pressures, it is also not getting sufficient rate increase approvals from regulators; this drives earnings toward the downward part of the cycle. The rate approval process also introduces an even larger time gap between the experience period and the rate projection period, because of the time needed for regulatory review.
n Reimbursement methods. BCBS plans have historically used network models, even before the rise of managed care. However, if the reimbursement mechanism was a discount from billed charges, the projection of future trend rates was just as uncertain as a projection of fee-for-service trend rates. For commercial carriers, payments were generally made on a "usual and customary" fee basis, so once again they were inherently uncertain. This resulted in misses on setting trend rates in pricing, which caused the earnings swings.
How The Six Factors Work Together
If one has a majority of renewals on January 1, and the trend factor used for pricing is too high or too low, pricing itself will be too high or too low, causing the underwriting cycle. The six years can be characterized as follows:
(1) Year 1: Trend starts to increase above the projection. Because of the nineteen-month lag for renewal rating, this inflection point is missed, and actuaries hold the trend constant. There is a minor loss, or earnings are close to break-even for the year.
(2) Year 2: The company has missed the trend for January renewals on the low side. The majority of cases have been underpriced for a full twelve months, leading to heavy losses. The error would normally be corrected by the middle of the year.
(3) Year 3: Trend is correct for the January renewals, but there are still some inadequacies in the early months, because of underpriced renewals from the months of year 2 prior to the correction (such as underpriced results for January, since the correction cannot be made until the February renewal). Financial results are closer to break-even.
(4) Year 4: Trend and pricing are correct for all renewal months, and the profitability picture improves, and is better than break-even.
(5) Year 5: Rates are correct for all renewal months, and trend may have started to decrease. The gains are highest. Market pressure starts to build, and discounts are built into rates.
(6) Year 6: Rates have been discounted too much, so the gains are lower than they were in year 5, but there are still gains.
In Exhibit 1 in the paper by Joy Grossman and Paul Ginsburg, the pattern described above is not entirely consistent. 2 This is because the six-year timing may affect companies at different times, so that when one looks at the entire system of Blues plans, the pattern is not exactly as described above. However, it does follow three years of underwriting margin losses followed by three years of gains.
Companies within the BCBS system as well as HMOs and commercial carriers will continue to experience the underwriting cycle. However, since many companies have taken steps to avoid the downward part of the cycle, since 1991 the pattern has been different than the earlier pattern; the cycle has evolved from a pattern of gains and losses to a pattern of greater and lesser gains.
Steps Insurers Have Taken To Avoid The Cycle
The steps that most health insurers have taken to avoid the down side of the underwriting cycle fall into the six categories described above. (1) Claims payment cycle time: Through technology enhancements, more claims are now received electronically (some carriers have even given computers to providers to assist in this goal). Many companies have decreased cycle times to fifty to sixty days on a dollar-weighted basis. They also have invested in data warehouses that allow actuaries to retrieve claims data shortly after month's end, so that actuaries are always working with current data.
(2) Renewal dates and process: Companies have diversified the customer segments they serve. Large-group business is heavily Januarydominated; small-group business is less so; individual business is not at all. Government programs generally have July 1 or October 1 renewal dates. Large-group business can be written on a self-funded basis. Ancillary lines of business not subject to medical price trends can help moderate the financial impact of the renewal distribution. Some companies have changed their contracts to allow offanniversary rate actions and will take this step if there has been a big miss in pricing. Also, P e r s p e c t i v e : U n d e r w r i t i n g C y c l e some companies may have blocs of business, such as individual or small-group, for which focal renewals are done-meaning that all of the business in a bloc is given a rate increase on the same date, instead of having each piece of business renewed on an anniversary date.
(3) Growth versus profit objectives: Some companies view this as an "and," not an "or," and have set goals that use words such as "profitable membership growth." These companies have also developed pricing discipline and will not discount adequate rates to the point of inadequacy, in spite of market pressures. Companies have also learned the importance of focusing on value instead of cost. The value comes from network quality, information, pricing stability, financial stability, product innovation, disease management and other medical management programs, and customer service. Many companies realize that this is not an industry in which discounting works, with pretax margins of 3-7 percent, not a 30 percent margin business in which a company would be satisfied with a 20 percent margin.
(4) Role of the actuary: In companies that have taken steps to avoid the cycle, not only are there an adequate number of professional actuaries, but the actuaries hold positions at the executive team level. Actuaries are integrated into the entire operation of the company-not just valuation and pricing, but underwriting, network contracting, medical management, and product design.
(5) Rate regulation: Some companies can obtain adequate rates in spite of rate regulation. They have developed good working relationships with their regulators and have assisted in efforts to lower the number of uninsured people in key markets, participated in high-risk rating pools, and worked to keep claims costs and administrative expenses as low as possible.
(6) Reimbursement methods: Many companies have developed provider reimbursement mechanisms that do not make them dependent on changes to billed charges. Actuaries at these companies have developed models that allow them to predict contractual rates for future periods fairly accurately. These companies also review utilization patterns and look for ways to improve quality by eliminating inappropriate use of health care services.
I n m y o pi n i o n, the underwriting cycle pattern seen from 1965 to 1991 is a thing of the past. However, it will probably continue for some companies and still swing earnings up and down slightly for others. As companies continue to make the changes described previously, the swings will continue to moderate. It is in consumers' best interest for the underwriting cycle pattern to mitigate, since the result will be more stable premiums. 
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